Developing countries have typically pursued procyclical macroeconomic policies, which tend to amplify the underlying business cycle (the "when-it-rains-it-pours" phenomenon). There is, however, evidence to suggest that about a third of developing countries have shifted from procyclical to countercyclical fiscal policy over the last decade. We show that the same is true of monetary policy: around 35 percent of developing countries have become countercyclical over the last decade. We provide evidence that links procyclical monetary policy in developing countries to what we refer as the "fear of free falling;" that is, the need to raise interest rates in bad times to defend the domestic currency.
Introduction
As is well-documented by now, developing countries have traditionally pursued procyclical fiscal policy. 2 In other words, governments have tended to follow expansionary fiscal policy during booms and contractionary fiscal policy in recessions, thus exacerbating the underlying business cycle (the so-called "when it rains, it pours" phenomenon). correlation or countercyclical government spending in industrial countries. 4 Explanations for this puzzling behavior of fiscal policy in developing countries range from imperfect access to international capital markets (Gavin and Perotti, 1997; Riascos and Vegh, 2003) to political pressures for additional spending in good times (Talvi and Vegh, 2005; Alesina and Tabellini, 1990; Iltezki 2011) .
Over the last decade, however, many emerging countries have managed to escape the fiscal procyclicality trap and actually become countercyclical (see Frankel, Vegh, and Vuletin, 2011) .
To illustrate this "graduation" phenomenon, Figure 2 repeats Figure 1 for the period 2 See Kaminsky, Reinhart, and Vegh (2004) and the references therein. 3 Real government expenditure is defined as central government expenditure and net lending deflated by the GDP deflator. 4 The same is true on the taxation side. As shown in Vegh and Vuletin (2012) , tax rate policy tends to be procyclical in developing countries and acyclical in industrial countries. and Vuletin (2011) trace this dramatic shift in policy to improvements in institutional quality, which are reflected in better fiscal institutions and policy rules that require the fiscal authority to meet a certain target for the cyclically-adjusted primary balance (Frankel 2011) . This ensures that countries will save in good times and hence be able to dissave in bad times.
While a great deal of attention has been paid to the cyclical properties of fiscal policy, relatively little attention has been devoted to monetary policy. In particular, there has been no attempt, as far as we know, to examine whether the graduation phenomenon alluded to above is also present for monetary policy. Our aim in this paper is thus to (i) document the extent of monetary policy procyclicality in developing countries relative to industrial countries and (ii) assess how many countries have graduated, if any, over the last decade. In fact, we will show that 40 percent of developing countries in our sample have, on average, pursued procyclical monetary policy over the last 50 years. In sharp contrast, every single industrial country has followed countercyclical monetary policy over the same period. Over the last decade, however, around 35 percent of developing countries have graduated.
We trace this graduation from monetary policy procyclicality to the fact that many emerging
markets have overcome what we call the "fear of free falling." In the past -and this is still true, of course, of many developing countries -the depreciation of the domestic currency during bad times (typically characterized by large capital outflows) would force policymakers to raise interest rates to defend the currency. The fear was (is) that a rapidly depreciating currency would plunge the economy into a deeper crisis by encouraging further capital outflows and leading to widespread bankruptcy of firms indebted in dollar terms. The need to raise interest rates to defend the currency would preclude the possibility of using monetary policy to spur the economy, as in industrial countries. As many emerging markets have matured -by undertaking market-friendly reforms and pursuing sounder macroeconomic management -this fear of free falling has subsided, or disappear altogether, thus allowing policymakers to free policy rates for countercyclical purposes.
The paper proceeds as follows. We first document the shift in the cyclical behavior of monetary policy over the last decade in the developing world. We then show empirically how this graduation process is tightly linked to developing countries overcoming the fear of free falling.
Final thoughts close the paper.
Graduating class
This section documents the shift in the cyclical behavior of monetary policy over the last decade in the developing world. To set the stage, Figure 4 plots the cyclical component of short-term interest rates and real GDP for 68 countries for the period 1960-2009. 5 As can be seen, every single dark bar lies on the left side of the figure, indicating that all industrial countries have pursued, on average, countercyclical monetary policy (i.e., higher interest rates in good times). In contrast, 40 percent of light bars (developing countries) lie on the right side, indicating procyclical monetary policy (i.e., lower interest rates in good times). In fact, the average correlation for developing countries is 0.05 percent, compared to 0.41 for industrial countries.
How is monetary policy cyclicality related to fiscal policy cyclicality? Not surprisingly, Figure 5 shows that fiscal and monetary policy cyclicality are strongly related. All countries pursuing procyclical monetary policy (i.e., Corr(cycle i, cycle RGDP) < 0) have also followed procyclical fiscal policy (i.e., Corr(cycle RG, cycle RGDP) > 0). Moreover, countries that tend to be more countercyclical in monetary policy are also less procyclical when it comes to fiscal policy. Given In sum, the evidence suggests that more than a third of the developing world (18 out of 47 countries) has recently "graduated" from monetary policy procyclicality. As a result, about 77 percent (36 out of 47) of developing countries have followed countercyclical monetary policy over the last decade.
Graduation and "fear of free falling."
What explains the ability of some developing countries to escape the procyclical monetary policy trap? While there is no doubt that many factors come into play, we believe that a critical channel is the following. In emerging economies, recessions are often associated with capital outflows (and, in fact, are sometimes caused by sudden reversals of capital inflows, the so-called "sudden stops" phenomenon; see Calvo, 1998) . This capital outflow triggers a steep depreciation of the domestic currency, which forces the Central Bank to raise interest rates to defend the currency.
6
We refer to this monetary policy reaction as "fear of free falling" (FFF) and we measure it by computing the correlation between the cyclical component of the short-term interest rate and the rate of depreciation of the exchange rate. 7 Specifically, a positive correlation indicates that the short-term policy rate increases when the domestic currency is depreciating, indicating the 6 The need to defend the domestic currency in bad times is best exemplified by IMF advice during the 1997 Asian crisis. To quote Stanley Fischer (at the time, the First Deputy Managing Director), "[i]n weighing [the question of whether programs were too tough], it is important to recall that when they approached the IMF, the reserves of Thailand and Korea were perilously low, and the Indonesian rupiah was excessively depreciated. Thus, the first order of business was, and still is, to restore confidence in the currency. To achieve this, countries have to make it more attractive to hold domestic currency, which, in turn, requires increasing interest rates temporarily, even if higher interest costs complicate the situation of weak banks and corporations. This is a key lesson of the tequila crisis in Latin America 1994-95, as well as from the more recent experience of Brazil, the Czech Republic, Hong Kong and Russia, all of which have fended off attacks on their currencies in recent months with a timely and forceful tightening of interest rates along with other supporting policy measures. Once confidence is restored, interest rates can return to more normal levels." 7 We borrow the expression "free falling," of course, from Reinhart and Rogoff 's (2004) Indeed, Figure 9 shows that monetary policy is procyclical for high levels of FFF and becomes more countercyclical as FFF diminishes.
As we might expect, FFF is closely related to other common criteria used to ascertain the soundness of government policy, such as institutional quality. We construct an index of institutional quality (IQ) by calculating the average of four normalized variables from the International Country Risk Guide dataset:
• Investment profile: Factors affecting investment risk that are not covered by other political, economic, and financial risk components. The risk rating assigned is the sum of three subcomponents: contract viability/expropriation, profits repatriation, and payment delays.
• Corruption: Measures corruption within the political system.
• Law and order: Assesses the strength and impartiality of the legal system and the popular observance of the law.
• Bureaucratic quality: Assesses the ability and expertise to govern without drastic changes in policy or interruptions in government services.
8 Of course, if interest parity held in practice, our measure of FFF would be meaningless because it would always be positive by construction (assuming variations in international interest rates are not significant). But, empirically, it is well-known that interest parity does not hold, particularly in the short run (see, among others, Mishkin, 1984; Frankel, 1991; Chinn and Guy Meredith, 2004; Akram, Rime and Sarno, 2008; and Burnside, Eichenbaum, Kleshchelski, and Rebelo, 2010) . In addition, for more than 90 percent of the countries, we use the discount rate, rather than a short-term or market interest rate. 9 See Hnatkovska, Lahiri, and Vegh (2008) The IQ index ranges from 0 (lowest institutional quality) to 1 (highest institutional quality). Figure 10 shows that higher (lower) IQ is associated with lower (higher) FFF. Moreover, Figure   11 shows that in developing countries FFF diminishes over time as countercyclicality of monetary policies increases.
Although it is tempting to think of capital flight and FFF as chronic scourges in developing countries, they can change over time. 
In line with our findings from Figure 9 , we expect γ to be negative. This would confirm that interest rates respond more countercyclicaly as FFF diminishes. π off, and column 10 includes all regressors. In all cases, the interaction term γ has a negative sign, as expected. However, it is not statistically significant for industrial countries;
supporting the idea that FFF is not an important issue in those cases. In sharp contrast, FFF appears to be critical for developing countries. First, the interaction term between FFF and real GDP cycle is negative, which gives empirical support to the arguments laid out in the previous section. Second, including FFF makes it possible to recover the Taylor rule prediction between monetary policy and business cycle. Indeed, as shown in Panel C, columns 8, 9, and 10, once FFF is included, the coefficient on RGDP cycle becomes positive.
We thus conclude from the empirical analysis that, when FFF is not an issue, monetary policy is countercyclical because the traditional monetary policy reaction dominates. However, as FFF increases, policymakers' concerns regarding sharp depreciations during recessions become more relevant. Eventually, for high levels of FFF, this new suggested channel dominates the traditional one and monetary policy becomes procyclical.
Conclusions
We have documented the fact that, over the last decade, more than a third of developing countries have graduated from monetary policy procyclicality and become countercyclical. We have argued that a critical factor in achieving this important policy shift has been overcoming the fear of free falling; that is, the need to defend a rapidly depreciating currency in bad times. This frees the policy rate for countercyclical purposes. 1960-2009 1960-1999 2000-2009 1960-2009 1984-2008 Algeria 
